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Abstract

When the stock market is doing poorly, talk of using hedge funds tends to increase. Although hedge funds are not mutual funds, people often mistake them as such. The word "hedge" implies defensive management or insurance against bad times, but the truth is hedge funds come in hundreds of varieties and often use leverage.

Mutual funds and hedge funds differ in many ways. The areas of greatest difference between the two are: fees; leveraging practices; pricing and liquidity; degree of regulatory oversight; and investor characteristics.

Hedge funds are managed much more aggressively than their mutual fund counterparts. They are able to take speculative positions in derivative securities such as options and have the ability to short sell stocks. This will typically increase the leverage - and thus the risk - of the fund. This also means that it's possible for hedge funds to make money when the market is falling. Mutual funds, on the other hand, are not permitted to take these highly leveraged positions and are therefore typically safer. Try to find out all differences between Hedge and Mutual fund.

Introduction Of Hedge Fund          
The increasing number of small investors who have entered the market now face the hedge funds, the big, new sophisticated players in the investment world into which not only wealthy individuals but large pension funds and endowments have poured money. Big investors such as hedge funds are secretive, and small investors aren't sufficiently protected. It's a setup for a small investor to get killed.

Hedge funds, like venture funds, do not reveal performance. But they should be required to do so.

Hedge funds don't really hedge; mainly they sell short as well as buy long; and they are very aggressive in the marketplace, taking strong positions and moving money very quickly. A news report is issued at noon; moment’s later hedge funds are buying or selling. They've added a new dynamic to the market that is reflected in the enormously increased volume of stock transactions and in the very greatly shortened period of time for which shares (on average) are held by investors. The market is made much more volatile; there are spikes of trading on any news.

It is important for investors to realize that the stock markets in the first years of the 21st century are not just down, but down in a particular way, as a result of the new forces at work in the market, the most important of which is the hedge fund. A hedge fund investor must have at least $1.5 million in net worth to invest. The funds are regulated little and do not report their activities, trades, and balances. The smaller investor cannot play this game successfully. He or she can only go long in the market, hoping for sustained rallies, while through the hedge fund a richer investor is free to go either long or short. The ordinary investor can make money in only one way an up market-while the larger investor can make it coming or going, up or down.

Hedge funds are a much bigger part of the market than they used to be. They follow a herd mentality, as do most fund managers of any sort. When they all go long, the market rises-when they all go short, it falls. They tend to go one way, then the next-and the market experiences violent shifts from day to day, but in a narrow range without much of a trend. Hedge funds have increased in number in the past decade from about 2,000 to 6,000, and assets managed have risen from about $69 billion to about $600 billion. 278 Funds differ in investment strategy-some go long, some short, some both; some use leverage, some don't. Europe has about 450 hedge funds managing the equivalent of some $65 billion and their number and the amount invested are growing quickly (more than a fourfold increase in the past 3 years) 279 More funds mean more competition, and some funds are now closing.

Investment banks run sessions for investors (high net worth individuals and pension funds) to introduce them to hedge funds. Here's a description of one such session. "Suddenly the lights went out and two Morgan Stanley hedge fund marketers appeared on giant television screens. The comely pair-both men-sported blunt-cut blonde wigs and cheerleader outfits with pleated skirts.... This pep squad launched into an arm-waving cheer, `Chilton, Chilton, he's our man; if he can't short it, nobody can!"' This is an account of the Morgan Stanley hedge fund conference held at the Breakers Hotel in Palm Beach in January 2002. The pep squad's reference was to Richard Chilton of Chilton Investment Company, a Connecticut-based hedge fund.

Banks rarely take a fee for this sort of entertainment. They make their money on trades and other services that are now a big source of revenue to the banks.

Hedge funds began in 1949, and were fashionable in the late 1980s, then were tarnished by the failure of Long Term Capital Management, then in the late 1990s became major drivers of the market, having grown enormously. They are often close partners to the investment banks, because the funds are small money-management units with no credit ratings and little infrastructure, so they need to rent the clearing and settling capabilities, the stock loan inventories and balance sheets of the banks.

The hedge funds claim to be able to provide substantial returns regardless of the direction of the market. Like mutual funds and traditional money managers, most hedge funds probably can't beat a market index, but a few do very well. Hedge funds are now becoming respectable investments for pension funds, as did venture capital firms about fifteen years ago. Major colleges and universities have 20 to 30 percent of their endowments in hedge funds, and so have become major contributors to the way in which the market is changing against the interest of most investors.281 In 2001 the California Public Employees Retirement System, America's largest pension fund, put $1 billion into hedge funds. It was a major stamp of approval. Yet this is an industry about which Institutional Investor writes, "Secretive and far from pristine, the industry [hedge funds] has long been notorious for providing scant information (if any at all) and for suspect fundraising practices."

Research indicates that long-term investors should reduce their portfolio allocation to equities when volatility increases, as it has recently. But it also shows that there isn't sufficient volatility to justify a big increase in demand for stocks for hedging purposes.283 In today's market, long-term investors should be pulling out of equities and have little need for buying stocks to hedge volatility.

There is thus no justification for the enormous growth of the hedge funds. It follows that the hedge fund mania is simply the latest of the securities industry's new, new things" for investors-another sales gimmick.                                                            
Hedge Funds Fact

Hedge funds have been proven to correlate very little to traditional asset classes. In other words, when the stock market drops 10%, it is not at all necessary that hedge funds will lose as much, or even decline at all. Thus, a portfolio that includes hedge funds or any asset class whose returns depend less on the market, will benefit greatly from the added diversification. 

Most hedge funds primary objectives are capital preservation. Hedge fund managers have a number of risk management tools at their disposal that could help reduce downside risk. This enables them to deliver consistent returns in all market conditions. 

Hedge fund managers also employ investment tools that can greatly increase returns. Unlike mutual funds, hedge funds can use short selling, invest in derivatives, leverage their portfolios, and hold highly concentrated positions – strategies that can amplify returns greatly. In fact, composite hedge fund indexes have consistently equaled or beat the aggregate market indexes in the last five years. 

The fact that hedge funds can provide high returns at lower risk is not a contradiction. In general, hedge funds offer higher risk adjusted returns than traditional investments. As exemplified by the hedge fund indexes, pooling hedge funds into portfolios can significantly reduce their total risk. More importantly, the addition of one or more well-chosen hedge funds to an investment portfolio can add the same benefits to an investor’s overall financial picture.

Hedge funds have been a mystery to some and thought of as an investment device for the "Rich and Famous." Aside from the exclusive cachet they have enjoyed, Hedge Funds are in fact the choice of many informed investors and not necessarily the "Rich and Famous."

What makes hedge funds different, and thus the key to their unique ability to succeed is their diversity. The variety of hedge fund strategies far exceeds anything offered by a traditional mutual fund or stockbroker. The strategies tend to be more niche-like in their approach and frequently, much less dependent upon the market for returns. 

Investors also prefer to invest in Hedge Funds because the fund managers have a direct interest in the positive performance of their funds. Hedge fund managers are compensated largely based upon how well they perform and in many cases the fund manager is also one of the key investors in the fund. These are two very strong incentives for the fund managers and possibly why many Hedge Funds will achieve their goals while other investment vehicles may not.

The impact of hedge funds on the market
Hedge funds sell short. Short selling is always speculation, not investment. The growth of hedge funds thereby injects a much larger speculative element into the market. This makes the market much more dangerous for investors who are trying to finance pensions and retirements, college tuition, and so on, by appreciation on their stock market investments.

Some speculation via short selling is necessary and appropriate; it adds liquidity to the market and limits excessive optimism. But too much speculation turns the markets from an investment vehicle into a casino. Hedge funds most likely affect the performance of the market by making it more volatile and limiting its upside potential (via much larger amounts of short-selling). Most commentators about the market ignore this. When the market suffers big losses on a single day, they find some small piece of bad economic news and attribute it to that. When the market gains a lot on a day, they look at the overall upward direction of the economy and attribute it to that. When the market stalls and seems to move aimlessly, they say the American economy is stagnating like that of Japan. The point is that even though the market is behaving in unfamiliar ways, it is explained as if it were behaving in traditional ways. Nowhere is the change in the players in the market recognized. The change in the means by which large players seek to profit and the greater role of the hedge funds and of speculation via short selling is ignored.

Hedge funds had their origin in speculating in international currency markets. Currencies have trends, crises, and turnabouts, all of which makes them ideal for speculation. But rarely does one invest directly in currency markets expecting long-term appreciation. Currency markets are speculative markets, not investment markets. The same is true of commodity markets. Hedge funds are now very active in equity markets and are making equity markets much more like currency markets; that is, speculative markets rather than investment markets.

Hedge funds are the emerging giants in securities markets. Most sell short as well as buy long. Until recently they were the arena of wealthy individuals, but now college endowments, corporate pension funds, and moderately wealthy people have much money invested in them.

The best hedge funds are very sophisticated investors, and they make it even more dangerous today for an individual investor trying to pick stocks. But there are many more hedge funds than there used to be, and many don't seem to have a good investment record. There is little known about the funds because by and large they do not yet report to regulators.

The big new thing in investments for many people is the fund of funds, by which an investor pays a bank to find hedge funds in which to place the investor's money. The fees for investing in this way are high, and the banks that take a fee for placing investors' money rarely have any expertise in the selection of hedge funds, so the investor is again taking a large chance with his or her capital, whatever the promised return

Introduction Of Mutual Fund
Mutual funds are financial intermediaries, which collect the savings of investors and invest them in a large and well-diversified portfolio of securities such as money Market instruments, corporate and government bonds and equity shares of joint stock

Companies.

Mutual funds have been conceived as institutions for providing small investors with Avenues of investments in the capital market, since the size of investments is Sometimes a deterrent for them. Moreover, it is difficult to appropriately hedge risks in the Capital markets when the money outlay is small. Since small investors Generally do not have adequate time, knowledge, experience and resources for directly accessing the capital market, they have to rely on an intermediary, which Undertakes informed investment decisions and provides consequential benefits of Professional expertise.
To understand and appreciate the different techniques employed by Mutual Funds to Market and sell their units, it is imperative that we first understand the objectives and Aims that these funds have towards their customers. It is only in this light that we would be able to completely comprehend their marketing strategies. The following Objectives can be said to be the major driving force for investors to take the Mutual Funds route.

1. Liquidity of their Investments: The distinct advantage of a mutual fund over other forms of investments is that there is always a market for its unit or Shares. The law too requires the mutual funds to ensure liquidity. It is Mandatory for Closed-ended schemes to be listed on stock exchanges.

2. Diversification of Risk: Mutual Funds are an extremely sound investment for the purposes of diversification. By investing in many companies the mutual Funds can protect themselves from unexpected drop in values of some shares. Small investors can achieve wide diversification of their risks by investing in Mutual Funds, and hence do not have the fear of “putting all their eggs in one Basket”.

3. Expertise Supervision and Control of Investments: When investors buy Mutual fund schemes, an essential benefit that they acquire is expert Portfolio Management of their investments. The professional fund managers who Supervise fund’s portfolio takes desirable decisions viz., what scrip’s is to be Bought, what investments are to be sold and more appropriate decision as to Timings of such buy and sell.

4. Lower Costs: Mutual funds have very large funds at their disposal, and hence are in a position to reap the benefits of economies of scale. The brokerage and Transaction fees or trading commission is in most cases reduced substantially.

5. Reduced Risks and Safety of Investment: The legislation provides for the Safety of investments by regulating the Mutual Funds Industry. The abovementioned Advantages of Mutual Funds ensure minimization of the possible Risks that investors could face.

6. Tax Benefits: Depending on the scheme of mutual funds, tax shelter is also Available to investors. Income earned through Dividends from mutual funds is 100% tax-free.

7. Miscellaneous advantages: Investing in securities through mutual funds has Many other advantages like the option to reinvest in dividends, strong Possibility of capital appreciation, regular returns, etc.
Mutual Fund Facts

There are myriad choices available to the investor of today. Investment avenues are Galore. There are different investment vehicles such as stocks and bonds. We however need to invest carefully, and work out various investment options and decide on how to make best of our investment in terms of monetary benefits.

Mutual Funds constitute a part of a wide spectrum of financial services involving Management of funds by investing in various financial instruments on behalf of various individuals among others. Individuals interested to invest in these financial Instruments provide the money to the mutual funds that do the requisite research and invest it appropriately. Thereby, the investor avoids direct involvement with the financial market and hence avoids any disadvantage that may accrue to him because Of asymmetric information. Mutual Funds earn commission basis on the funds Invested. Mutual funds, in its modern version, owe their origin to “Foreign and colonial Government Trust” that collected funds in 1886, for their colonial expansion of the British Empire. The concept of Mutual Funds caught up in the United States in the 1920s, and a few decades later caught up in our country. In countries like the US, Japan, the UK, Germany and Italy, Mutual Funds continue to be one of the most Important avenues for investment.

Mutual Funds are the ideal investment vehicle for today’s complex and modern financial scenario. Markets for equity shares, bonds, derivatives and other assets have become mature and information-driven. A typical individual is not likely to have the Knowledge, skills, inclination and time to keep track of and understand the causes and Implications of the price changes and trends.

A Mutual Fund appoints professionally qualified and experienced managers who carry out each function in a way to increase the returns on the money invested by the People. The last few years have been very exciting for the Mutual Funds industry in India - New players have come in, while others have decided to close shop by either Selling off or merging with others. Product innovation is now passé with the game shifting to performance delivery in fund management as well as service.
The Differences Between Mutual Funds and Hedge Funds

Mutual funds and hedge funds differ in many ways. The areas of greatest difference between the two are: fees; leveraging practices; pricing and liquidity; degree of regulatory oversight; and investor characteristics.

Both mutual funds and hedge funds are managed portfolios. This means that a manager (or a group of managers) picks securities that he/she feels will perform well and groups them into a single portfolio. Portions of the fund are then sold to investors who can participate in the gains/losses of the holdings. The main advantage to investors is that they get instant diversification and professional management of their money. 

Now, the differences: 

Hedge funds are managed much more aggressively than their mutual fund counterparts. They are able to take speculative positions in derivative securities such as options and have the ability to short sell stocks. This will typically increase the leverage - and thus the risk - of the fund. This also means that it's possible for hedge funds to make money when the market is falling. Mutual funds, on the other hand, are not permitted to take these highly leveraged positions and are therefore typically safer. 

Another key difference between these two types of funds is their availability. Hedge funds are only available to a specific group of sophisticated investors with high net worth. The U.S. government deems them as "accredited investors", and the criteria for becoming one are lengthy and restrictive. This isn't the case for mutual funds, which are very easy to purchase with minimal amounts of money. 

U.S. mutual funds are among the most strictly regulated financial products. They are subject to numerous requirements designed to ensure that they are operated in the best interests of their shareholders. Hedge funds are private investment pools subject to far less regulatory oversight. In 2004, however, the SEC adopted new rules requiring hedge fund advisers to register with the SEC under the Investment Advisers Act of 1940.

A. Regulatory Requirements
Mutual Funds

Mutual funds are investment companies that must register with the U.S. Securities and Exchange Commission (SEC) and, as such, are subject to rigorous regulatory oversight. Virtually every aspect of a mutual fund's structure and operation is subject to strict regulation under four federal laws: the Securities Act of 1933, the Securities Exchange Act of 1934, the Investment Company Act of 1940 and the Investment Advisers Act. The SEC is charged with overseeing the mutual fund industry's compliance with these regulations. The Internal Revenue Code sets additional requirements regarding a fund's portfolio diversification and its distribution of earnings, and the National Association of Securities Dealers, Inc. (NASD) oversees most mutual fund advertisements and other sales materials. In addition, mutual funds must have directors who are responsible for extensive oversight of the fund's policies and procedures. For virtually all funds, at least 75 percent of their directors and the chairman of the fund board must be independent of the fund's management.

The Investment Company Act is the cornerstone of mutual fund regulation. It regulates the structure and operation of mutual funds and requires funds to safeguard their portfolio securities, forward price their securities, and keep detailed books and records. In addition, the 1933 Act requires all prospective fund investors to receive a prospectus containing specific information about the fund's management, holdings, fees and expenses, and performance.

Hedge Funds

Hedge funds are private investment pools subject to the terms of an investment agreement entered into by the sponsor of, and investors in, the hedge fund. In response to rapid growth in the hedge fund industry, the SEC ordered a study of the hedge fund market and, in October 2004, adopted a rule requiring advisers to hedge funds - for the first time - to register under the Investment Advisers Act. The new rule will allow the SEC to inspect all hedge fund advisers and to deny the registration of any hedge fund adviser that has been convicted of a felony or has a disciplinary record.

Under the Investment Advisers Act, hedge fund advisers are now subject to many of the same requirements as mutual fund advisers, including registration with the Commission; designation of a Chief Compliance Officer; implementation of policies to prevent the misuse of nonpublic customer information and to ensure that client securities are voted in the best interests of the client; and implementation of a code of ethics. Hedge fund advisers are required to comply with all of these requirements by February 2006. 

B. Fees
Mutual Funds

Federal law imposes a fiduciary duty on a mutual fund's investment adviser regarding the compensation it receives from the fund. In addition, mutual fund sales charges and other distribution fees are subject to specific regulatory limits under NASD rules. Mutual fund fees and expenses are disclosed in detail, as required by law, in a fee table at the front of every prospectus. They are presented in a standardized format, so that an investor can easily understand them and can compare expense ratios among different funds.

Hedge Funds

There are no limits on the fees a hedge fund adviser can charge its investors. Typically, the hedge fund manager charges an asset-based fee and a performance fee. Some have front-end sales charges, as well.

C. Leveraging Practices

Mutual Funds

The Investment Company Act severely restricts a mutual fund's ability to leverage or borrow against the value of securities in its portfolio. The SEC requires that funds engaging in certain investment techniques, including the use of options, futures, forward contracts and short selling, "cover" their positions. The effect of these constraints has been to strictly limit leveraging by mutual fund portfolio managers.

Hedge Funds

Leveraging and other higher-risk investment strategies are a hallmark of hedge fund management. Hedge funds were originally designed to invest in equity securities and use leverage and short selling to "hedge" the portfolio's exposure to movements of the equity markets. Today, however, advisers to hedge funds utilize a wide variety of investment strategies and techniques. Many are very active traders of securities. 

D. Pricing and Liquidity

Mutual Funds

Mutual funds are required to value their portfolios and price their securities daily based on market quotations that are readily available at market value and others at fair value, as determined in good faith by the board of directors. In addition to providing investors with timely information regarding the value of their investments, daily pricing is designed to ensure that both new investments and redemptions are made at accurate prices. Moreover, mutual funds are required by law to allow shareholders to redeem their shares at any time.

Hedge Funds

There are no specific rules governing hedge fund pricing. Hedge fund investors may be unable to determine the value of their investment at any given time

E. Investor Characteristics
Mutual Funds

The only qualification for investing in a mutual fund is having the minimum investment to open an account with a fund company, which is typically around $1,000, but can be lower. After the account has been opened, there is generally no minimum additional investment required, and many fund investors contribute relatively small amounts to their mutual funds on a regular basis as part of a long-term investment strategy. More than 92 million Americans own mutual fund shares. The typical fund investor is a middle-income, middle-aged individual.

Hedge Funds

A minimum investment of $1 million or more is often required of hedge fund investors. Under the National Securities Markets Improvement Act of 1996, certain hedge funds can accept investments from any individual who holds at least $5 million in investments. This measure is intended to help limit participation in hedge funds and other types of unregulated pools to highly sophisticated individuals. Hedge funds can also accept other types of investors if they rely on other exemptions under the Investment Company Act or are operated outside the United States.
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Hedge Fund





Regulation


Private investment vehicles (not regulated)





Minimum Investment


Large minimum investments required (average $1 million)





Availability


Must be an accredited investor (net worth must exceed $1 million or individual income must have been in excess of $200,000, or joint income must have been in excess of $300,000 in the past two years, plus investor must expect the same level of income in the current year)





Liquidity


Liquidity varies from monthly to annually








Short Selling


Manager may short sell often








Leverage


More leverage  





Down Markets


Most hedge fund strategies try to hedge against downturns in the markets, but effectiveness depends on the fund





Definition


A private pool of investment capital organized into a limited partnership to invest in a portfolio made up of a variety of securities





Fees


No Limits. Hedge funds typically charge high fees, usually a combination of 1-2% of your assets plus a percentage of the profits (usually 20%)






















































































Mutual Fund 





Regulation


SEC registered investment vehicles 





Minimum Investment 


Usually small minimum investments








Availability 


Available to the general public 























Liquidity 


Daily liquidity and redemption








Short Selling 


Maximum 30% of profits from short sales (although other bear fund options exist) 





Leverage


Less leverage 





Down Markets 


Some funds are defensively managed and others like indexing funds, holding during bad markets.  .





Definition 


A public pool of investment capital organized to invest in a portfolio composed of often-predetermined type of securities. 








Fees 


Limits Imposed by the SEC 
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